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Department of the Treasury
Internal Revenue Service

Instructions for Form 1120-FSC

U.S. Income Tax Return of a Foreign Sales Corporation

(Section references are to the Internal Revenue Code, unless otherwise noted.)

Paperwork Reduction
Act Notice

We ask for this information to carry out the
Internal Revenue laws of the United States.
The information is used to ensure that
taxpayers are complying with these laws
and to allow us to figure and collect the
right amount of tax. You are required to give
us this information.

General Instructions
A. Purpose of Form

Form 1120-FSC is used to report a foreign
sales corporation’s (FSC) income,
deductions, credits, and tax. If a refund is

due, Form 1120-FSC may be used to claim it.

B. WhatIs a FSC
A FSC is a foreign corporation that has
elected to be a FSC or small FSC and its
election is still in effect. The FSC election is
made by filing Form 8279, Election To Be
Treated as a FSC or as a Small FSC.

To be a FSC (or small FSC) a corporation
must meet all of the following tests:
1. It must be a corporation created or
organized under the laws of a qualifying
foreign country or a U.S. possession (other
than Puerto Rico). The foreign country must
meet the requirements of section
927(e)(3).
2. It may not have more than 25
shareholders.
3. It may not have preferred stock.
4. It must maintain an office in a qualifying
foreign country or U.S. possession (other
than Puerto Rico) and maintain a set of
permanent books of account at that office.
It must also maintain at a location in the
U.S. such books and records as are
sufficient under section 6001 to establish
the amount of gross income, deductions,
credits or other matters required to be
shown on its tax return.
5. It must have at least one director who is
not a resident of the U.S.
6. It may not be a member of a controlled
group of which an interest charge DISC is a
member.
7. Its tax year must conform to the tax year
of the principal shareholder who at the
beginning of the FSC's tax year has the
highest percentage of voting power. If 2 or
more shareholders have the highest
percentage of voting power, the FSC must
elect a tax year that conforms to that of any

one of the shareholders. See section 441(h).

8. AFSC, other than a small FSC, must also
meet certain foreign management and
foreign economic process requirements. See
general instructions F2 and F3 for details.

C. Filing Form 1120-FSC

1. Who Files.—You must file Form 1120-
FSC if your corporation elected, by filing
Form 8279, to be treated as a FSC or small
FSC and the election is still in effect.

2. When To File.—File Form 1120-FSC by
the 15th day of the 3rd month after the end
of the tax year.

Extensions.—File Form 7004, Application
for Automatic Extension of Time To File
Corporation Income Tax Return, to request
an automatic 6-month extension of time to
file Form 1120-FSC.

Period covered.—File the 1985 return for
calendar year 1985 and fiscal years that
begin in 1985. If the return is for a fiscal
year, fill in the tax year space at the top of
the form.

Amended return.—To correct any error in
a Form 1120-FSC already filed, file a
revised Form 1120-FSC and write
“Amended” across the top.

Change in tax year.—To change your tax
year, file Form 1128, Application for
Change in Accounting Period.

Final return.—If the corporation ceased to
exist during the tax year, write “Final
Return” at the top of the form.

3. Where To File.—File Form 1120-FSC
with the Internal Revenue Service Center,
Philadelphia, PA 19255.

4. Signature.—The return must be signed
and dated by the president, vice president,
treasurer, assistant treasurer, chief
accounting officer, or any other corporate
officer (such as tax officer) authorized to
sign. A receiver, trustee, or assignee must
sign and date any return required to be filed
on behalf of a corporation.

If your corporate officer filled in Form
1120-FSC, the Paid Preparer’s space under
Signature of Officer should remain blank. I
someone prepares Form 1120-FSC and
does not charge the corporation, that
person should not sign the return. Certain
others who prepare Form 1120-FSC should
not sign. For example, a regular, full-time
employee of the corporation such as a clerk
or secretary does not have to sign. (This list
is not all inclusive.)

Generally, anyone who is paid to prepare
Form 1120-FSC must sign the return and
fill in the other blanks in the Paid Preparer’s
Use Only area of the return.

The preparer required to sign the return
MUST:

e Complete the required preparer
information.

e Sign it, by hand, in the space provided
for the preparer’s signature. (Signature
stamps or labels are not acceptable.)

e Give a copy of Form 1120-FSC to the
taxpayer in addition to the copy filed
with IRS.

Tax return preparers should be familiar
with their responsibilities. See Publication
1045, Information and Order Blanks for
Preparers of Federal Income Tax Returns,
for more details.

D. Other Returns and Statements
That May Be Required

1. Financial statements.—The balance
sheets must agree with your books and
records. Reconcile any differences.

2. Forms.—The FSC'may also have to file
other forms. A partial list includes:

Form 5471, Information Return with
Respect to a Foreign Corporation.—
Shareholders, directors, or officers of a FSC
do not have to file Form 5471 when the FSC
is organized. However, Form 5471 will be
required with respect to subsequent
changes in ownership as required under
section 6046 and related regulations.
Provided that a Form 1120-FSC is filed, a
Form 5471 need not be filed to satisfy the
requirements of section 6038. See
temporary regulations section 1.921-1T(b),
Question 3, for more information. However,
if the FSC is involved in other than FSC
activities, Form 5471 and applicable
schedules may have to be filed.

Form 1096, Annual Summary and
Transmittal of U.S. Information Returns.—
Used to transmit certain information
returns. Note: For transmitting Form
1099R information, use Form W-3G,
Transmittal of Certain Information Returns.
Form 1098, Mortgage Interest
Statement.—This form is used to report the
receipt from any individual of $600 or more
of mortgage interest in the course of the
corporation’s trade or business for any
calendar year.

Forms 1099-DIV, INT, MISC, and R.—
These are some of the information returns
that must be filed to report certain
payments, such as dividends and interest.
For more information, see Form 1096 and
its instructions, and Publication 916,
Information Returns.

Form 4626, Computation of Minimum
Tax-Corporations.—Attach to Form 1120-
FSC if the corporation has either more than
$10,000 in tax preference items (whether
or not it has minimum tax) or minimum tax
liability deferred from an earlier year.

Form 5713, International Boycott Report.—
Used by persons having operations in or
related to “boycotting” countries. In
addition, persons who participate in or
cooperate with an international boycott may
have to complete Schedule A or Schedule B
and Schedule C of Form 5713 to compute
their loss of the following items: the foreign
tax credit, the deferral of earnings of a
controlled foreign corporation, IC-DISC
benefits, and FSC benefits.

Form 8264, Application for Registration of
a Tax Shelter.—Used by tax shelter
organizers to register tax shelters with the
IRS, for the purpose of receiving a tax
shelter registration number.

Schedule PH (Form 1120).—Attach
Schedule PH (Form 1120), Computation of
U.S. Personal Holding Company Tax, to
Form 1120-FSC if the FSC is a personal
holding company described in section 542,
but not a foreign personal holding company
described in section 552.

Form 8271, Investor Reporting of Tax
Shelter Registration Number.—Used by
taxpayers who have acquired an interest in
a tax shelter, which is required to be
registered, to report the tax shelter’s
registration number. Form 8271 must be
attached to any tax return (including an
application for tentative refund (Form 1139
and an amended return)) on which a
deduction, credit, loss, or other tax benefit
attributable to a tax shelter is taken.



Form 8300, Report of Cash Payments Over
$10,000 Received in a Trade or Business.—
Generally, this form is used to report the
receipt of more than $10,000 in cash or
foreign currency in one transaction (orin a
series of related transactions). However,
transactions that take place entirely outside
the U.S. do not have to be reported.

E. Paying the Tax

A FSC must pay the tax due when it files its
tax return, but not later than the 15th day
of the 3rd month after the end of the tax
year. Mail all payments to the Internal
Revenue Service Center, Philadelphia, PA
19255. On the payment (or attachment),
write the FSC's name, address, and
employer identification number; the tax
year involved; and specify that the payment
is for FSC income tax liability. (Do not use a
Federal Tax Deposit Coupon (Form 8109)).

Estimated Tax.—A FSC must make
estimated tax payments if it can expect its
estimated tax (income tax minus credits) to
be $40 or more.

Use Form 1120-W (WORKSHEET),
Corporation Estimated Tax, as a worksheet
to compute estimated tax. Mail all
payments to the Internal Revenue Service
Center, Philadelphia, PA 19255. On the
payment (or attachment), write the FSC’s
name, address, and employer identification
number; the tax year involved; and specify
that the payment is for FSC estimated
income tax liability. (Do not use a Federal
Tax Deposit Coupon (Form 8109)).

If the corporation overpaid estimated tax,
it may be able to get a “quick refund” by
filing Form 4466, Corporation Application
for Quick Refund of Overpayment of
Estimated Tax. The overpayment must be
both: (1) at least 10% of expected income
tax liability, and (2) at least $500. To apply,
file Form 4466 within 22 months after the
end of the tax year and before Form
1120-FSC is filed.

F. Definitions, etc.

1. Small FSC.—A corporation must have
filed Form 8279 and elected to be a small
FSC. The small FSC cannot be a member of
a controlled group which includes a FSC
unless such FSC is also a small FSC.

A small FSC is treated as a FSC on the
first $5,000,000 of its foreign trading gross
receipts without meeting the foreign
management and foreign economic process
requirements. The $5,000,000 limit is
reduced if the small FSC has a short tax
year, or may be reduced if the small FSC is
a member of a controlled group that
contains other small FSCs. Any gross
receipts in excess of the limitation are
treated as non-foreign trading gross
receipts.

See regulations section 1.921-2T(b) for
more information.

Note: Although a small FSC does not have
to satisfy the foreign management
requirements below, it has to meet the
requirements of section 925(c) if it uses the
administrative pricing rules.

2. Foreign Management Requirements.—

A FSC (other than a small FSC) is treated as
having foreign trading gross receipts for the
tax year only if the management of the FSC
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during the year takes place outside the
United States. These management
activities include:

a. Meeting of the board of directors and of
shareholders.

b. Maintaining the principal bank account at
all times during the tax year.

c. Disbursement of dividends, legal and
accounting fees, salaries of officers, and
salaries or fees of directors out of the
principal bank account.

Meetings of directors and of
shareholders.—All meetings of the board
of directors of the FSC and all meetings of
the shareholders of the FSC that take place
during the tax year must take place outside
the United States. Only meetings that are
formally convened as meetings of the board
of directors or as shareholders meetings are
taken into account. If the participantsina
meeting are not all physically present in the
same location, the location of the meeting is
determined by the location of the person
exercising a majority of the voting power
participating in the meeting. In addition, all
such meetings must comply with the local
laws of the foreign country or U.S.
possession in which the FSC was created or
organized. The local laws determine
whether a meeting must be held, when and
where it must be held, who must be
present, quorum requirements, use of
proxies, and so on.

Principal bank account.—The bank
account that is regarded as the principal
bank account of a FSC is the bank account
from which disbursement of dividends, legal
and accounting fees, salaries of officers,
and salaries or fees of directors are made.
The bank account regarded as the principal
bank account must be maintained in a
country which satisfies the exchange of
information requirements of section
927(e)(3), or in any possession of the U.S.
as defined in section 927(d)(5) and it
generally must be so maintained for each
day of the tax year. The principal bank
account must be maintained in an
institution that is engaged in the conduct of
banking, financing, or similar business.

For more details, see regulations under
section 1.924(c)-1T.

3. Economic Processes Requirements.—

A FSC (other than a small FSC) has foreign
trading gross receipts from any transaction
only if economic processes for such
transaction takes place outside the U.S. The
regulations set forth the rules for
determining whether a sufficient amount of
the economic processes of a transaction
take place outside the U.S. Generally, a
transaction will qualify if the FSC satisfies
two different requirements: Participation
outside the U.S. in the sales portion of the
transaction, and satisfaction of either the
50% or the 85% foreign direct cost test.
The activities comprising these economic
processes may be performed by the FSC or
by any other person acting under contract
with the FSC.

The FSC (or other person) may act upon
standing instructions from another person
in the performance of any activity, whether
a sales activity or an activity relating to the
disposition of export property.

Participation outside the U.S. in the sales
portion of the transaction.—The
requirement is met for the gross receipts of
a FSC derived from any transaction if the
FSC (or other person) has participated
outside the United States in the following
sales activities relating to such transaction:
a. Solicitation (other than advertising),

b. Negotiation, and

c. Making of the contract.

If any sales activity occurs with respect to
a single contract for more than one
transaction (or for items grouped separately
for other purposes), that sales activity will
apply to each transaction (or item),
regardless of the fact that the transactions
(or items) are grouped separately for other
purposes (such as satisfying the foreign
direct cost tests).

The FSC may elect on an annual basis to
group transactions for purposes of
satisfying the economic process
requirements. Providing the necessary
documentation and other rules of
regulations section 1.924(d)-1T(e) are met,
transactions may be grouped on the basis of
product or product line, customer, contract,
or product or product line within customer
or contract groupings. For more details, see
regulations section 1.924(d)-1T(e).

Solicitation (other than advertising) refers
to any communication (by any method
including, but not limited to, telephone,
telegraph, mail, or in person) by the FSC (or
other person), at any time during the 12-
month period immediately preceding the
execution of a contract relating to the
transaction, to a specific, targeted customer
or potential customer, that specifically
addresses the customer’s attention to the
product or service covered by the
transaction. Activities that would otherwise
constitute advertising (such as sending sales
literature to a customer or potential
customer) will be considered solicitation
(other than advertising) if the activities are
not taken into account as advertising under
the foreign direct costs tests.

Negotiation refers to any communication
by the FSC (or other person) to a customer
or potential customer of one or more of the
terms of a transaction including, but not
limited to, price, credit terms, quantity, or
time or manner of delivery. Negotiation
does not include the mere receipt of a
communication from a customer (such as
an order) that includes terms of a sale.

Making of a contract refers to
performance by the FSC (or other person)
of any of the elements necessary to
complete a sale, such as making an offer or
accepting an offer. Acceptance of an
unsolicited bid or order is considered the
“making of a contract” even if no
solicitation or negotiation occurred with
respect to the transaction.

The written confirmation by the FSC (or
other person) to the customer of an oral or
written agreement which confirms variable
contract terms or specifies (directly or by
cross-reference) additional contract terms
will be considered the making of a contract.
A written confirmation is any confirmation
expressed in writing, including a telegram,
telex, or other similar written communication.
Satisfaction of either the 50% or the 85%
foreign direct cost test.—For the gross
receipts of a transaction to qualify as
foreign trading gross receipts, the foreign



direct costs incurred by the FSC attributable
to the transaction must equal or exceed
50% of the total direct costs incurred by the
FSC attributable to the transaction. Direct
costs are those costs described in the five
categories of section 924(e). Instead of
satisfying the 50% foreign direct cost test
described above, the FSC may incur foreign
direct costs attributable to activities
described in each of two of the section
924(e) categories that equal or exceed 85%
of the total direct costs attributable to the
activity described in that category. If no
direct costs are incurred by the FSCina
particular category, that category is not
taken into account for purposes of
determining whether the FSC has met either
the 50% or the 85% foreign direct cost test.

Direct costs are those costs that are
incident to and necessary for the
performance of any activity described in
section 924(e). Direct costs include the cost
of materials which are consumed in the
performance of the activity, and the cost of
labor which can be identified or associated
directly with the performance of the activity
(but only to the extent of wages, salaries,
fees for professional services, and other
amounts paid for personal services actually
rendered, such as bonuses or compensation
paid for services on the basis of a
percentage of profits). Direct costs also
include the cost of equipment or facilities
(or the use thereof) that can be specifically
identified or associated with the activity, as
well as the contract price of an activity
performed on behalf of the FSC by a
contractor.

“Total direct costs” means all of the direct
costs of any transaction attributable to any
of the activities described in section 924(e).
For the 50% foreign direct cost test, total
direct costs are determined based on the
direct costs of all activities described in all of
the paragraphs of section 924(e). For the
85% foreign direct cost test, however, the
total direct costs are determined separately
for each paragraph of section 924(e).

“Foreign direct costs” means the portion
of the total direct costs of any transaction
that is attributable to activities performed
outside of the U.S. For the 50% foreign
direct cost test, foreign direct costs are
determined based on the direct costs of all
activities described in all of the paragraphs
of section 924(e). For the 85% foreign
direct cost test, however, foreign direct
costs are determined separately for each
paragraph of section 924(e).

For more details see regulations under
section 1.924(d)-1T.

Exception for military property.—These
requirements do not apply to any activities
performed in connection with the sale of
military property if the activities are
required by law or regulation to be
performed in the U.S., by or in conjunction
with the U.S. Government.

G. Penalties

The corporation may have to pay the
following penalties unless it can show that
not filing or not paying was due to
reasonable cause and not willful neglect.
(These penalties are in addition to the
interest charge on unpaid tax at a rate
established under section 6621.)

A corporation that does not file its tax
return when due (including any extension of
time for filing) may be subject to a penalty

of 5% a month or fraction of a month, up to
a maximum of 25%, for each month the
return is not filed. (The penalty is imposed
on the net amount due.) The minimum
penalty for failure to file a tax return within
60 days of the due date (including
extensions) is the lesser of the
underpayment of tax or $100.

A corporation that does not pay the tax
when due may be subject to a penalty of
2% a month or fraction of a month, upto a
maximum of 25%, for each month the tax is
not paid. (The penalty is imposed on the net
amount due.)

A corporation that does not pay the proper
estimated tax when due may be subject to an
underpayment penalty for the period of
underpayment. To avoid the estimated tax
penalty, the amount of estimated tax
payments required to be made by a
corporation is 930%. See section 6655(b)(1).

If the corporation underpaid estimated
tax, attach Form 2220, Underpayment of
Estimated Tax by Corporations, to show how
the corporation figured the penalty or which
exceptions the corporation believes it meets.

If there is a tax due on line 4, page 1,
include the penalty in the total. If there is a
refund due, subtract the penalty from the
overpayment on line 5, page 1.

Penalty for Overstated Tax Deposits.—If
deposits are overstated, the corporation
may be subject to a penalty. See section
6656(b).

H. Cooperatives

Special rules may apply when cooperatives
described in section 1381 are shareholders
in a FSC. These special rules apply to the
non-exempt portion of foreign trade income
from the sale or other dispositions of
agricultural or horticultural products by the
FSC. The FSC may distribute its non-exempt
foreign trade income to the cooperative and
thereby not be taxed on this amount. The
cooperative must include this amount in
income for its tax year that includes the last
day of the FSC's tax year, even though the
FSC does not have to distribute the income
until the due date of its income tax return.

l. Foreign Personal Holding Company

If the corporation is a foreign personal
holding company as defined in section 552,
certain officers, directors, and shareholders
of the corporation must file Form 5471. See
section 552 and Form 5471 for details. If
the corporation is a personal holding
company but not a foreign personal holding
company, it must file Schedule PH (Form
1120) with Form 1120-FSC. See section
542 and Schedule PH (Form 1120) for
details.

J. Tax Treaty Benefits

A FSC may not claim any benefits under any
income tax treaty between the U.S. and any
foreign country.

Specific Instructions

Accounting methods.—Compute taxable
income by the accounting method regularly
used to keep the FSC's books and records.
The method used must clearly reflect
taxable income. (See section 446.)

A member of a controlled group must
avoid using an accounting method that
would distort any group member's income,
including its own. For example, a FSC acts
as a commission agent for property sales by
a related corporation that uses the accrual

method and pays the FSC its commission
more than 2 months after the sale. The
FSC, then, should not use the cash method
of accounting, because it materially distorts
the income of the FSC.

Unless the law specifically permits
otherwise, the FSC may change from the
accounting method it used to report taxable
income in earlier years (for income as a
whole or for any material item) only after
obtaining consent by filing Form 3115,
Application for Change in Accounting
Method.

Rounding Off.—You may show the money
items on the return and accompanying
schedules as whole-dollar amounts. To do
s0, drop any amount less than 50 cents,
and increase any amount from 50 cents
through 99 cents to the next higher dollar.
Attachments.—If you need more space,
attach separate sheets to the back of Form
1120-FSC. Attach Form 4136,
Computation of Credit for Federal Tax on
Gasoline and Special Fuels, after page 6,
Form 1120-FSC. Attach schedules in
alphabetical order and other forms in
numerical order after the Form 4136. Be
sure to put the FSC’s name and employer
identification number (EIN) on each sheet.

To assist us in processing the return, we
ask that you complete every applicable
entry space on Form 1120-FSC. Please do
not attach statements and write “See
attached” in lieu of completing the entry
space on Form 1120-FSC.
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Address.—The address used on the return
should be the location of the books and
records in the U.S. (as required by section
6001).

Employer Identification Number.—Enter
the FSC’s employer identification number
(EIN). If the FSC does not have an EIN, it
should apply for one on Form $S-4,
Application for Employer Identification
Number. You can get this form at most IRS
or Social Security Administration offices.
Send Form SS-4 to the Internal Revenue
Service Center, Philadelphia, PA 19255. If
you have not received the EIN by the time
for filing Form 1120-FSC, write “Applied
for” in the space for the EIN.

Item C. Country or U.S. Possession of
Incorporation.—Enter the name of the
foreign country or U.S. possession in which
the FSC was incorporated. See sections
927(d)(5) and 927(e)(3).

Item G.—Enter the total assets of the FSC
from line 14, column (d), Schedule L. If
there are no assets at the end of the tax
year, enter the assets as of the beginning of
the tax year.

Page 2

Item N.—AIl FSCs (except small FSCs)
must complete questions (1) and (2) under
item N. For more information, see “Foreign
Management Requirements” in General
Instruction F2.
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Item S.—A FSC (other than a small FSC)
must complete item S to show that it
satisfied the foreign economic process
requirements of section 924(d) for all
transactions for which foreign trading gross
receipts were reported on lines 1 through 5
of Schedule B. While these rules are
generally applied on a transaction by
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transaction basis, the FSC may make an
annual election to group the transactions
(regulations section 1.924(d)-1T(e)).

A FSC meets the foreign economic
process tests for any transaction, if on an
aggregate basis, the foreign direct costs
attributable to the transaction are 50% or
more of the total direct costs attributable to
the transaction for the following activities:
1) advertising and sales promotion, 2)
processing of customer orders and
arranging for delivery, 3) transportation of
property from the time of acquisition by the
FSC (or in the case of a commission
relationship, from the beginning of such
relationship for such transaction) to delivery
to the customer, 4) determination and
transmittal of final invoice or statement of
account and receipt of payment, and 5)
assumption of credit risk. Alternatively, the
FSC meets the foreign economic process
test for any transaction if the foreign direct
costs attributable to the activities described
in at least two of the above categories is
85% or more of the total direct costs
attributable to the activities described in
those categories.

Initem S indicate which test(s) apply to
the transactions that gave rise to the gross
receipts entered on lines 1 through 5,
Schedule B. If only one test applies, check
the appropriate box. If both tests apply,
check both boxes.

In addition to completing item S the FSC
must keep sufficient records to show it met
the requirements for each transaction (or
group of transactions). These records must
be made available on examination of the
FSC return.

Schedule A—Cost of Goods Sold
and/or Operations Relating to
Foreign Trading Gross Receipts
Complete Schedule A only for the cost of
goods sold deduction related to foreign
trading gross receipts reported on lines 1
through 5 of Schedule B.

If the FSC acts as another person’s
commission agent on a sale, do not enter
any amount in Schedule A for the sale.

A small FSC will have to make two
separate computations for cost of goods
sold if its foreign trading gross receipts
exceed the limitation amount on line 6e of
Schedule B. In this case, a deduction for
cost of goods sold will be figured separately
for the income on line 6h of Schedule B,
and separately for the income on line 3 of
Schedule F. Attach the computation for line
3, Schedule F, to Form 1120-FSC.

Complete a separate computation for
cost of goods sold and other expenses
attributable to income reported on line 12
of Schedule B. Attach this schedule to Form
1120-FSC.

All FSCs are to complete a separate
schedule for the computation of the cost of
goads sold attributable to non-foreign trade
income reported on Schedule F. Attach this
schedule to Form 1120-FSC.

Complete lines 1 through 7, column (a) of
Schedule A to show the cost of goods sold
for inventory acquired in transactions using
the administrative pricing rules. Complete
lines 1 through 7, column (b), to show the
cost of goods sold for inventory acquired in
transactions in which the administrative
pricing rules were not used. For details on
administrative or non-administrative pricing
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rules, see separate Schedule P (Form
1120-FSC), Computation of Transfer Price
or Commission.

Line 8a. Valuation methods.—Inventories
can be valued at: (a) cost, (b) cost or market
value, whichever is lower, or (¢) any other
method approved by the Commissioner of
Internal Revenue, that conforms to the
applicable regulations cited below.

Taxpayers using erroneous valuation
methods should file Form 3115 to change
to a method permitted for Federal income
tax purposes. For further details, see
regulations section 1.446-1(e)(3) and Rev.
Proc. 80-51, 1980-2 C.B. 818.

In line 8a, check the method(s) used for
valuing inventories. Under lower of cost or
market, market generally applies to normal
market conditions when a current bid price
prevails at the date the inventory is valued.
When no regular open market exists or
when quotations are nominal because of
inactive market conditions, use fair market
prices from the most reliable sales or
purchase transactions that occurred near
the date the inventory is valued. For more
requirements, see regulations section
1.471-4.

Inventory may be valued below cost when
the merchandise is unsalable at normal
prices or unusable in the normal way
because the goods are “subnormal” (that is,
because of damage, imperfections, shop
wear, etc.) within the meaning of
regulations section 1.471-2(c). Such goods
may be valued at a current bona fide selling
price less direct cost of disposition (but not
less than scrap value) if such a price can be
established. See regulations section 1.471-
2(c) for more requirements.

If this is the first year the “Last-in First-
out” (LIFO) inventory method was either
adopted or extended to inventory goods not
previously valued under the LIFO method,
provided in section 472, attach Form 970,
Application To Use LIFO Inventory Method,
or a statement with the information
required by Form 970. Also check the LIFO
box in line 8b. Enter the amount or percent
of total closing inventories covered under
section 472 in line 8c. Estimates are
acceptable.

If the corporation changed or extended its
inventory method to LIFO and had to
“writeup” opening inventory to cost in the
year of election, report the effect of this
writeup as income (as appropriate in
Schedule F, line 12) proportionately over a
3-year period that begins in the tax year the
election was first made. See section 472(d).

Schedule B—Taxable Income

Schedule B provides for the computation of
taxable income from all sources.

Part |

Part | provides for the computation of
income attributable to foreign trade income.
Income and expenses on lines 1 through 15
are reported in column (a) or (b) based on
the method of pricing (administrative or
non-administrative) used in the transaction
that produced the income.

Report in column (b) all foreign trade
income from all transactions in which the
administrative pricing rules were not used.
This income may or may not be effectively
connected with a U.S. trade or business.
Attach a schedule showing the computation
of the taxable amount. (Only the taxable
portion is included in line 16 of Schedule

B.) Such income would be effectively
connected and taxable more often for a
small FSC as it normally has a place of
business in the U.S.

Lines 1 through 5—Enter foreign trading
gross receipts as defined in section 924(a).

Report commission income on lines 1 or 2
hased on the sale, lease, or rental of
property on which such commission arose.
Line 5—Gross receipts from the
performance of managerial services for an
unrelated FSC or DISC are foreign trading
gross receipts if two conditions are met.
These conditions are:

1. The managerial services must be per-
formed with respect to activities that result
in the sale, exchange, or other disposition of
export property, the rental or lease by the
lessee of export property outside the U.S.,
or that are related to and subsidiary to the
activities described above; AND

2. At least 50% of the FSC’s gross
receipts for the tax year must be derived
from the sale, exchange, or other
disposition of export property, the lease or
rental of export property outside the U.S.,
and services that are related or subsidiary to
these activities. Gross receipts are defined
in section 927(b).

For example, if receipts reported on lines
1, 2, and 3 of Schedule B are less than 50%
of gross receipts for the year, managerial
services would not qualify as foreign trading
gross receipts for the year. In this case,
these receipts would be reported on line 12
of Schedule F.

Lines 6b through 6h—Determination of
limit on foreign trading gross receipts for
the small FSC. See General Instruction F1
and section 924(b)(2) before completing
this part.

Line 6f—If commission income is reported
on lines 1 or 2 of Schedule B, total receipts
for purposes of line 6f is figured as follows:
. Enter total of columns (a) and (b),

line 6a, ScheduleB . . . . . ...

2. Enter total commission income
reported on line 1 or 2, Schedule B

Linellessline2 . ... ... ..
4. For the commissions reported on
line 2 above, enter total gross

receipts for the sale, lease, or ren-
tal of property on which the com-

—

w

missions arose. (Section
927(b)2). . . ...
5. Add lines 3 and 4. Enter on line 6f,
ScheduleB . . ... .......

Line 6h—When making the line 6h
allocation, only allocate the commission
income attributable to the gross receipts on
line 4 above. If the foreign trading gross
receipts of the FSC exceeds the line 6g,
Schedule B, limitation, the FSC may select
the gross receipts to which the limitation is
allocated. See regulations section 1.921-
2T(b) Q-5.

Line 7—Enter the deduction for cost of
goods sold from line 7, Schedule A, page 2.
Line 10—Provides for exclusion of exempt
foreign trade income based on exemption
percentages on lines 9a and 9b.

Line 14—Enter deductions from Schedule
G that are attributable to nonexempt foreign
trade income.

Part Il

Part Il is a summary of taxable foreign trade
income and taxable income from Schedule
F (taxable non-foreign trade income).

Line 16—Combine the income on line 15,
column (a) with any taxable amount in line



15, column (b). See instruction for Part |,
column (b) above, regarding taxable income
in column (b). Attach a schedule showing
the computation of the taxable amount.
Line 19b—Special Deductions. A FSC may
be entitled to a dividends-received
deduction for dividends it receives from
other corporations. Complete a dividend
worksheet similar to that below to
determine the total amount of dividends
received by the FSC and to figure the
dividends-received deduction. Attach your
worksheet to Form 1120-FSC.

Schedule E—Percentages To Be
Used in Figuring Exempt Trade
Income, etc.

Schedule E is used to figure the exemption
percentages that are used in figuring
exempt foreign trade income (Schedule B,
line 10) as well as deductions attributable
to exempt foreign trade income (Schedule
G, line 17).

Use lines 2a through 2d to figure the
exemption percentage for foreign trade
income that was determined without regard
to the administrative pricing rules of section
923(a)(2).

Use lines 3a through 3d to figure the
exemption percentage for foreign trade
income that was determined by using the
administrative pricing rules of section
923(a)(3).

Schedule F—Non-Foreign Trade
Income

Schedule F—Enter the taxable portion of
gross income of the FSC that is not derived
from foreign trade gross receipts. This type
of income includes amounts specifically
excluded from foreign trade income by law
(lines 1 through 3); passive type income
(lines 4 through 8); income from property
that is subsidized, deemed in short supply,
or destined for use in the U.S. (lines 9 and
10); amounts from transactions that did not
meet the foreign economic process tests
(line 11); and other non-foreign trade
income (line 12). For more details, see
sections 924(f), 927(a)(2) and (3), and
927(e)(2).

Line 1—FSC income that resulted from
cooperation with an international boycott is
non-foreign trade income. See Form 5713
for reporting requirements for any FSC with
operations in or related to a boycotting
country and other details.

Line 2—Report as non-foreign trade
income the amount of any illegal payments,
bribes, or kickbacks that the FSC paid
directly or indirectly to government officials,
employees, or agents (section 927(e)(2)).
Line 5—See instructions for the dividend
worksheet below to figure the dividend
income to report on line 5. Attach the
dividend worksheet you prepare to Form
1120-FSC.

Instructions for Dividend
Worksheet

Column (a) Instructions

1. Enter dividends received from domestic
corporations subject to income tax and the
85% deduction under section 243(a)(1)
and certain dividends received from Federal
Home Loan Banks (section 246(a)(2)). For
dividends received from a regulated
investment company, see section 854 for
the amount subject to the 85% deduction.

So-called dividends or earnings received
from mutual savings banks, etc., are really
interest. Do not treat them as dividends.

Do not enter on line 1 any dividends
received on “debt-financed” stock acquired
after July 18, 1984.

2. Enter dividends that would have been
eligible for the 85% deduction except that
they are from “debt-financed” stock
acquired after July 18, 1984. “Debt-
financed” stock is stock that the
corporation incurred a debt in acquiring.

3. Enter dividends received on the preferred
stock of a public utility that is subject to
income tax and is allowed the deduction
provided in section 247 for dividends paid.
4. Enter dividends that are received from
foreign corporations and that qualify for the
85% deduction provided in section 245(a).
6. Enter all other dividends received from
foreign corporations that do not qualify for a
dividends-received deduction.

7. If the FSC claims the foreign tax credit,
the tax that is deemed paid under section
902(a) (relating to credit for a corporate
stockholder in a foreign corporation) must
be treated as a dividend received from the
foreign corporation. (See section
906(b)(4).)

8. Include dividends (other than capital gain
dividends and exempt interest dividends)
received from regulated investment
companies that do not qualify for the 85%
deduction; dividends (other than capital
gain dividends) received from a real estate
investment trust that, for the tax year of the
trust in which the dividends are paid,
qualifies under sections 856-860; dividends
not eligible for a dividends-received
deduction because of the holding period of
the stock or an obligation to make
corresponding payments with respect to
similar stock; and any other taxable
dividend income not properly reported
above (including distributions under section
934(e)(3) or 936(h)(4)).

Column (b), line 2 Instructions

The proper amount of deduction for
dividends from “debt-financed” stock
acquired after July 18, 1984, is only a
portion of the 85% deduction. This portion
is determined by multiplying 85% times the
difference between 100% and the “average
indebtedness percentage.” For definitions,
rules, and certain exceptions, please see
section 246A.

Attach a schedule to the worksheet
showing how you have computed the
amount of allowable deduction for each
share or block of shares that were “debt-
financed.”

Column (c) Instructions

Exclusion of certain dividends.—In
general, no dividends-received deduction
will be allowed on any share of stock (a) that
is disposed of if the corporation held it 15
days or less (45 days or less for stock
acquired after July 18, 1984), or (b) to the
extent the corporation is under an obligation
to make corresponding payments with
respect to substantially identical stock or
other securities.

. ivi b . .
Dividend Worksheet (a) Dividends Ded(g/oc)tion Aiiply (o by o)
1. Domestic corporations subject to the 85% deduction . 85
2. Debt-financed stock of domestic corporations. See Inst.
3. Certain preferred stock of public utilities. 59.13
4. Foreign corporations subject to the 85% deduction .

5. Total dividends-received deduction—Add lines 1 through 4, Column (c)

Enter here and on line 19b, Schedule B .

6. Other dividends from foreign corporations .

7. Foreign dividend gross-up (section 78)

8. Other dividends.

9. Total dividends—Add amounts on Imes 1 through 8 Column (a) Enter

here and on line 5, Schedule F .

\
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5. Limitation on dividends-received
deduction.—Line 5 may not be more than
85% of line 18, Schedule B. For this
purpose compute line 18, Schedule B,
without regard to any adjustment under
section 1059 and any capital loss carryback
to the tax year under section 1212(a)(1).

In a year in which a net operating loss
occurs, this 85% limit does not apply even if
the loss is created by the dividends-received
deduction. (See sections 172(d) and
246(b).)

Line 14—Enter on line 14 the deductions
allocated or apportioned to income on lines
1 through 12. Make a separate computation
for any cost of goods sold deduction
included in the line 14 amount. Attach the
computation to Form 1120-FSC.

If a deduction is taken for business bad
debts in the line 14 amount and the FSC
uses the reserve method to figure the bad
debt deduction, attach a schedule to Form
1120-FSC that provides for line 14 the
information requested in the instructions
for line 11 of Schedule G.

Schedule G—Deductions
Relating to Foreign Trade Income

Schedule G is a summary listing of
deductions or expenses relating to foreign
trade income. Each line item or type of
deduction is allocated in column (a) or
column (b) based on the administrative or
non-administrative pricing rules for the
transactions to which the expense item(s)
relate. The purpose of this allocation is to
determine the amount of expenses that
relate to exempt and non-exempt foreign
trade income. Only expenses relating to
non-exempt foreign trade income are
deductible in figuring taxable income. See
section 921(b).
Line 1. Only enter foreign direct costs in
lines 1a through le. See section 924(e) and
regulations section 1.924(e)-1T(a) through
(e) for definitions and rules on direct activity
costs relating to foreign trade income. If you
take a deduction for bad debts on line 1e,
and you use the reserve method to figure
the deduction, attach a schedule as
explained in the line 11 instruction below.
Line 11. Bad Debts.—The FSC may either
deduct business bad debts when they
become wholly or partially worthless, or it
may make a reasonable additionto a
reserve for bad debts.

If the FSC uses the reserve method,
attach a schedule for 1985 that separately
lists:

® Trade notes and accounts receivable
outstanding at the end of the year;

® Sales on account;

® Amount added to reserve-current-year’s
provision;

® Amount added to reserve-recoveries;

® Amount charged against reserve; and

® Reserve for bad debts at end of year.

A FSC may choose either method on its first
return in which it takes a bad debt
deduction. It must use that method for the
following years unless it receives consent to
change by filing Form 3115. If the FSC is
changing from the specific charge-off
method (section 166(a)) to the reserve
method (section 166(c)), see Revenue
Procedure 82-19, 1982-1 C.B. 463.
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Schedule J—Tax Computation

A corporation that is not a member of a
controlled group (these members should
see the instruction for lines 1 and 2 below)
must compute the tax on its taxable income
as follows:

If the amount on
Line 20, page 3,

Enter on Schedule J,
Form 1120-FSCis: i

Line 3:

Of the
But not amount

Over— over— over—
0 $25,000 15% 0
$25,000 50,000 $3,750+18%  $25,000
50,000 75,000 8,250 + 30% 50,000
75,000 100,000 15,750 + 40% 75,000
100,000 ... 25,750 +46% 100,000

Additional tax . . see nstructions below

Additional Tax.—If the corporation has
taxable income of more than $1,000,000,
an additional tax is imposed on the
corporation. The tax is the lesser of: 1) 5%
of the taxable income over $1,000,000; or
2) $20,250.

Alternative Tax.—If the alternative tax
does not apply, enter on line 3 of Schedule
J, the amount computed above. If the
alternative tax applies, see Schedule D
(Form 1120).

Lines 1 and 2.—Members of a controlled
group, as defined in section 927(d)(4), are
entitled to only one $25,000 amount in
each taxable income bracket.

When a controlled group adopts or later
amends an apportionment plan, each
member must attach to its tax return a copy
of its consent to this plan. The copy (or an
attached statement) must show the part of
the $25,000 amount in each taxable
income bracket apportioned to that
member. There are other requirements as
well. See regulations section 1.1561-3(b)
for these requirements and for the time and
manner of making the consent.

Equal Apportionment Plan.—If no
apportionment plan is adopted, the
members of the controlled group must
divide the $25,000 amount in each taxable
income bracket equally among themselves,
For example, controlled group AB consists
of corporation A and corporation B. They do
not elect an unequal apportionment plan.
Therefore, corporation A is entitled to
$12,500 (one-half of $25,000) in each
taxable income bracket. Corporation B is
also entitled to $12,500 in each taxable
income bracket.
Unequal Apportionment Plan.—Members
of a controlled group may elect an unequal
apportionment plan and divide the $25,000
amount in each taxable income bracket as
they wish. There is no need for consistency
among taxable income brackets. Any
member of the controlled group may be
entitled to all, some, or none of the
$25,000 amount in a taxable income
bracket. (But the total amount for all
members of the controlled group cannot be
more than $25,000 in any taxable income
bracket.) Each member of a controlled
group must figure the tax as follows:
Note: /f the alternative tax applies,
corporations should do the following:
(1) Complete lines 1 and 2 of Schedule J,
(2) Online 1 below, instead of entering
amount from line 20, page 3, Form
1120-FSC, enter amount from line 14,
Schedule D (Form 1120),

(3) Complete lines 2 through 16 below, and

(4) Enter the amount from line 16 below
on line 15 of Schedule D (Form 1120)
and complete balance of Schedule D
(Form 1120).

1. Enter taxable income (line 20,
page 3 Form 1120-FSC)

2. Enter line 1 or the corporation’s
portion of the first $25,000
taxable income bracket,
whichever is less .

3. Subtract fine 2 from line 1

4. Enter line 3 or the corporation’s
portion of the second $25,000
taxable income bracket,
whichever is less

5. Subtract line 4 from line 3

6. Enter line 5 or the corporation’s
portion of the third $25,000
taxable income bracket,
whichever is less

7. Subtract line 6 from line 5

8. Enter line 7 or the corporation’s
portion of the fourth $25,000
taxable income bracket,
whichever is less

9. Subtract line 8 from line 7

10. 15% of line 2
11. 18% of line 4
12. 30% of line 6
13. 40% of line 8
14. 46% of line 9

15. Additional tax

16. Total of lines 10 through 15. Enter
this amount on line 3 of Schedule J

Additional Tax (line 15).—If the
corporation is a member of a controlled
group and the controlled group has taxable
income of more than $1,000,000, an
additional tax is imposed on the
corporation. The tax is the lesser of: (1) 5%
of the taxable income of the controlled
group over $1,000,000; or (2) $20,250.

The corporation pays its additional tax
based on its share of each taxable income
bracket, and enters this amount on line 15.
If the additional tax does not apply, enter
zeroon line 15.

Line 4. Foreign Tax Credit.—Generally,
neither a FSC nor its shareholders may
claim a foreign tax credit. The FSC may,
however, claim a foreign tax credit for any
foreign taxes imposed on foreign source,
non-foreign trade income that is effectively
connected with a U.S. trade or business.
This income is subject to a separate
limitation when computing the foreign tax
credit.

A shareholder of a FSC may be entitled to
a foreign tax credit on certain distributions
from a FSC. These distributions are from
foreign sourced foreign trade income that
was determined without using
administrative pricing. See regulations
section 1.921-2T(l), Question 19.
Schedule P (Form 1120-FSC).—
Complete and attach a separate Schedule P
(Form 1120-FSC) for each transaction or
group of transactions to which you apply the
transfer pricing rules of section 925. See
Schedule P (Form 1120-FSC) for details on
completing the schedule.






